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L* the previous issue of The Tax Review the present 
writer directed attention to the fact that the public mar- 
ketable debt had been™seduced, from February 28, 1946 
to June 30, 1948, by $39,439 million. This was $10.7 bil- 
lion more than the overall reduction af thé gross public 
debt in the same time. The clang a the federal 
fiscal system has several sources of Cash, nominally ear- 
marked for special purposes, but for whith the only prac- 
tical use, when there is no deficit, is debt payment. As 
will be explained, the original ear-marking results in an 
increase of certain types of debt, and it is therefore essen- 
tial that this cash be applied to debt reduction at some 
other point if a net increase of the public debt is to be 
avoided. 

There are three major sources for the cash that made 
possible the repayment of marketable debt in the amount 
of $10.7 billion more than the overall reduction of debt 
since the end of February, 1946. Each of these sources 
is indicated and discussed in the paragraphs which follow. 


1. Excess of Issues over Redemptions of Savings Bonds, 
ete. 

The net change in the outstanding total of all forms 
of nonmarketable debt from February 28, 1946 to June 30, 
1948 was $1,389 million. The cash realized from the 
excess of sales over redemptions of savings bonds has 
been much greater than this net increase of the nonmarket- 
able debt. For the three fiscal years 1946-1948 inclusive 
the total excess was $6,471 million. But there has been, 
in the meantime, a material decline in the volume of 
Treasury savings notes, and two-thirds or more of the 
armed services leave bonds have been redeemed. After 


all of these adjustments, the net increase of nonmarketable 
debt was as shown above. Obviously, there should be a 
corresponding decrease of other debt, else the net increase 
of savings bonds would lead to a rise of the overall debt. 


2. Excess of Cash Receipts over Current Benefit Payments 
in the Trust Accounts. 

The cash receipts which are diverted into the trust 
accounts are obtained through payroll taxes, and through 
various payments by individuals such as the premiums 
on veterans’ life insurance and the contributions of fed- 
eral employees toward retirement pensions. The trust 
accounts are not permitted to carry cash balances except 
for such small amounts as may be in disbursing officers’ 
accounts for current working purposes. Hence there is a 
regular and automatic “investment” of the cash receipts 
of these funds in special debt obligations of the Treasury 
which are issued to the custodians of the various funds. 
By this process the cash is released for general purposes. 
During the period of deficit financing, both before and 
during the war, this cash was used currently and the 
government was deemed to have borrowed from its own 
trust funds instead of from the public. Now that the 
general budget is showing a surplus of receipis over 
expenditures, the cash obtained by the “investment’’ 
process becomes available for the retirement of other 
debt. The record shows that from February 28, 1946 to 
June 30, 1948, the total of special issues has risen by 
$9,314 million, which means that this amount of cash 
receipts in the trust accounts has been made available 
for the reduction of other debt. Actually, the whole oper- 
ation is a case of substituting a debt to the trust funds 
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for a debt to the public. This is a situation parallel to 
that of the savings bonds, where it is a case of substituting 
a debt to the new savings bonds investors for a debt to 
other classes of holders. 


Federal trust account operations have attained a large 
and important position only with the advent of the social 
security system. In the early days of that system it was 
contemplated that the cash surplus of the social security 
trust funds, i.e., the excess of receipts over current benefit 
payments and administrative expenses, would be invested 
in outstanding federal securities by market purchase. 
Statutory limitations on the rate of investment yield for 
the funds precluded extensive use of this method, although 
the funds have acquired and still hold moderate amounts 
of negotiable securities. The great bulk of their holdings 
consists of special nonnegotiable Treasury certificates of 
indebtedness. 


As long as the present conception of the function and 
the economic validity of a federal trust fund is held, and 
while the cash intake continues to exceed the cash outgo 
for benefits and expenses, the government’s indebtedness 
to its trust funds will increase. Even if there were no 
federal debt of any sort, the establishment of a trust fund 
or funds as the depository of payments from the people 
for any purpose would require the creation of a debt 
provided, as at present, that the money income of the 
funds must be invested only in securities of the govern- 
ment. Under present conditions, what we see is a transfer 
of the debt from the public to the trust funds. 

The rate at which this transfer will occur is dependent 
upon the terms of the legislation creating and regulating 
the trust fund operations. These matters include the rates 
of tax, the coverage, and the benefits under the social 
security system; the premiums and policy obligations under 
the government life insurance system; and the rates of 
contributions and benefits under the federal civil service 
retirement program. The current rate of all trust fund 
operations combined indicates a net annual accumulation 
for trust account “‘investment’’ purposes of some $2.5 to 
$3 billions. The actual figures, 1946 through 1948, and 
the estimate for 1949, are given in Table I. 





Table I 
Net Accumulation in the Federal Trust Funds, 
1946-1949 
(Millions) 
CS  — 

Year Basis Accumulation 
1946 Actual $3,144.2 
1947 is 252594 
1948 ‘ 2,844.8 
2,863.9 


1949 Estimated 





Whether margins of these magnitudes will continue 
to be realized over any considerable period is not now 
predictable. It is apparently not the intention of the 





Congress that there shall be a large accumulation in the 
Old Age and Survivors Insurance fund, but even at the 
“frozen” rates of payroll tax the receipts run far ahead 
of current outgo. There has recently been a reduction of 
the rate of tax payable under the Railroad Retirement 
system because of the large accumulation in hand 

The enormous productivity of the type of levy mainly 
involved here, namely the payroll taxes, may help to 
explain the readiness which some have displayed to 
broaden the coverage and raise the rates of such taxes. 
They operate painlessly and they are sanctioned, to a 
degree not found in the case of other taxes, by the tax- 
payers’ naive belief that by paying them there is a con- 
tribution to some hoped-for future security. The reality 
of the contribution to the future security does not lie in 
the size of the so-called “reserve” that may be recorded 
in a trust account, but rather in the fact that the use of 
the surplus cash to transfer the public debt from the 
general financial market into the trust funds will so 
materially strengthen the government's credit as to assure 
no difficulty in a subsequent transfer of the debt from 
the fund back to the public, in the event that any part 
of the reserve must be realized upon to meet the obliga- 
tions of the fund. 

The situation presented by these trust fund operations 
raises a question of policy interpretation. We now have, 
as a matter of fact and of settled government policy, a 
system of publicly managed security and welfare which 
results in a regular growth of the government’s debt to 
its various trust funds. As long as total budget receipts 
equal or exceed total budget expenditures, the surplus 
of trust account receipts is available for the retirement of 
other debt. Between February 28, 1946, and June 30, 1948, 
the substitution of debt to the trust funds for debt in 
the hands of the public totalled $9,314 million. Various 
groups have been demanding that there be a regular 
policy of debt retirement. The Congressional committee 
on the legislative budget voted that the figure for 1949 
should be $2.6 billion. Some of the President's advisers 
have urged him to resist tax reduction in order to make 
even larger payments on the debt. It must be kept ia 
mind that there is no way of avoiding the increase of 
government's indebtedness to its trust funds, short of a 
complete revision of the trust fund concept. Therefore, 
as a matter of practical policy and procedure, can it be 
said that all proper requirements of a debt reduction 
policy are satisfied by withdrawal of debt from the pos- 
session of the public in an amount equivalent to the 
inevitable rise of debt to the trust funds? 

In this writer's opinion the question just stated can be 
answered in the affirmative. The arguments directed at 
debt reduction have really related to the marketable debt, 
which is the form or class of debt most likely to cause 
trouble through severe bond price fluctuations. It is this 
class of debt that is free to move into possession of the 
banks and to provide there a basis for credit inflation. 
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The important problems of debt management policy center 
around the marketable debt. The record shows that remark- 
able progress has been achieved in the retirement of this 
class of debt. A reasonable rate of progress may be 
expected in future through ordinary trust account opera- 
tions, provided there be no relapse into budgetary deficits. 
The conclusion to which the evidence points is that there 
is still a strong priority for further tax revision in view 
of what has been accomplished since February, 1946. 
The country needs more tax reduction rather than debt 
reduction at a faster rate than has been established over 
the past two and a half years. 


3. The Excess of Budgeted Interest over Cash Interest 

Requirements. 

The third source of cash for debt retirement is the 
excess of budgeted interest over cash interest requirements. 
To explain this distinction between budgeted and cash 
interest requirements, it is necessary to refer to two con- 
cepts of the budget. These are the administrative and 
the consolidated-cash budget. 


Administrative and Cash Budgets. The budget of the 
United States Government, as prepared by the Budget 
Bureau and delivered to the Congress by the President, 
is known as an administrative type budget. In it, all 
transactions involving receipts and payments are recorded, 
whether they represent dealings between the government 
and the public or transfers from one governmental account 
to another. There is another budget type, known as the 
consolidated-cash budget, in which are shown only those 
Operations involving cash receipts and payments between 
the government and the public. Intra-governmental trans- 
fers are not included. 


The administrative budget is necessary in order to 
provide a pattern by which appropriations acts can be 
drafted, for such acts must authorize intra-governmental 
transactions as well as the cash transactions with the 
public. There has been an increasing interest in the strictly 
cash aspects of fiscal operations and recent federal budgets 
have contained summaries of the cash receipts from and 
payments to the public. The following table presents a 
comparison of the totals, under the two types, for the 
fiscal year 1949, 


Table II 


Comparison of Estimated Receipts and Expenditures 
in 1949, in the Administrative and the Consolidated 
Cash Budgets. 





(Millions) 
ili —t crn 
Ttem Budget Budget 
Receipts $44,476 $48,330 
Expenditures 39,669 41,264 
Excess of Receipts $ 4,807 $ 7,066 





source: The Budget for the Fiscal Year 1949, pp. A121, A122. 


The Budget Item, “Interest.” According to the pro- 
cedure followed in setting up the administrative budget, 
the item “Interest on the public debt” includes the 
amount computed as payable on the entire total of the 
interest-bearing debt. But this total includes two classes 
of debt on which interest is not paid currently in cash. 
One class is that part of the debt which is sold on a 
discount basis and the other is that part of the debt which 
consists of special obligations held in the trust funds. 
Treasury bills and savings bonds are the forms of debt 
sold on a discount basis. 

The result is that there is a substantial gap between 
the amount of interest in the budget and the amount of 
interest that represents cash payments to the public. This 
gap is shown by actual figures for recent years and by 
estimates for the budget years 1948 and 1949 in Table III. 


Table III 


Amounts Budgeted and Paid out to the Public 
for Interest on the Public Debt 





Actual Estimated 
Description 1946 1947 1948 1 
Budgeted $4,748 $4,958 $5,200 $5,250 


Paid out to the Public 3,717 3,811 3,907 3,825 


Difference $1,031 $1,147 $1,293 $1,415 


Source: The Budget for the Fiscal Year 1948, pp. A4, A128; Ibid, 1949, 
pp. A4, A121. 

In aligning the receipts and the expenditures of the 
administrative budget to ascertain whether there has been 
a surplus or a deficit for a given fiscal year, the whole of 
the budgeted interest is treated as an expenditure, and the 
size of the surplus (or deficit) is determined after accept- 
ing the interest as budgeted as an outgo. But in the public 
debt accounts both the annual accrual of interest on the 
savings bonds and the interest paid on the special debt 
obligations held in the trust funds are handled as public 
debt transactions. That is, they are accounted for as addi- 
tions to the debt. It is evident, therefore, that this account- 
ing procedure results in leaving at the disposal of the 
Treasury an amount of cash equivalent to the interest 
charges which are handled as additions to the debt. In 
order that there shall not be a net increase in the debt 
by reason of this method of debt accounting, it is essential 
that there be an equivalent retirement of other debt. 


To put the matter more clearly, let it be assumed that 
the federal net receipts in the fiscal year 1949 were to 
be exactly equal to the estimated expenditures of $39,669 
million, a total which includes $5,256 million as interest 
on the public debt. It is estimated that the Treasury will 
pay in cash to the public only $3,825 million in the 
fiscal year 1949 as interest on the publicly held interest- 
bearing debt. There would be, therefore, a balance of 
$1,415 million of cash receipts which would be available 
for debt payment. As explained above, this balance will 
have been set up as an increase in the public debt, partly 
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by charging the accrued discount on savings bonds and 
partly by issuing more special obligations to the trust 
funds. It should be noted that ‘“‘payment’’ of interest to 
the trust funds consists in delivering the appropriate 
quantity of additional special debt paper, as determined 
by the interest computation, into each fund. Retirement 
of an equivalent amount of other debt with the cash bal- 
ance in the interest account therefore becomes imperative. 


The situation presented by this kind of interest account- 
ing raises an issue between strict technical accuracy, on 
one hand, as against correct and fully informative deal- 
ings with the taxpayers, on the other. The two cases are 
sufficiently different to be discussed separately. 


Accrued discount on the savings bonds. The procedure 
of sale and redemption of the savings bonds is familiar 
to all. The bond is sold at one price or amount and 
redeemed later at a fixed schedule of higher prices. No 
interest is paid while the bond is outstanding, and the 
difference between issue and redemption price constitutes 
the interest income of the holder. In a theoretical sense 
the ripening of a savings bond from its issue price of, 
say $75, to its redemption price of $100 over a period 
of ten years means that the government owes the holder 
progressively more at the end of each year of the ripening 
period than it did in the year of issue. It is therefore 
technically correct to register this rise in the total amount 
owed to the holder in each successive year of the period 
by showing the accrued discount as part of the debt. This 
is done in the Treasury’s Daily Statement. The accrual 
does not add in any way whatever to the government's 
ability to redeem the savings bonds, either at, or prior 
to maturity at the holder’s option. The accrual is in no 
sense a provision of a reserve against a future liability. 
It will be necessary to obtain enough cash, each year, to 
redeem whatever amount of savings bonds may be sent 
in and the redemption price will include the discount 
accrued since the time of issue. Such accrued discount on 
redeemed bonds is included in the amount shown in 
Table III as having been paid to the public. 


On the other hand, the accrual procedure conceals from 
the taxpayers the true character and amount of the interest 
burden which they are called upon to bear year by year. 
It appears from Table III that the interest burden as 
shown in the budget provides a case for collecting each 
year well over a billion dollars in excess of what is really 
needed to meet the government’s cash interest require- 
ments. Half or more of this added levy is represented by 
the accrual on savings bonds. In the fiscal year 1946 the 
amount was $572.6 million; in 1947 it was $690.9 mil- 
lion; and in 1948 it was $804.4 million. The accrued 
discount on savings bonds redeemed in the fiscal year 
1947 was $221 million. Hence, in that year, the net excess 
of interest accrual over interest paid on redeemed savings 
bonds was $469.9 million. 


Payments of interest on trust funds. The interest receipts 





of the trust accounts in recent years, actual and estimated, 
are reported in the President's budget for the fiscal year 
1949 as follows: 








Table IV 
Interest Receipts of the Trust Accounts, 1946-1949 
(Millions) 
: ne - Actual Satinsted 
Account 1946 1947 1948 1948 
Unemployment com- 
pensation $143.6 $146.9 $165.9 $186.0 
OASI 147.8 163.5 192.5 221.8 
National life insurance* 124.9 170.9 201.4 210.0 
Government life 
insurance* 45.1 80.2 50.3 52.0 
Federal employees 
retirement 84.4 94.4 103.6 114.5 
Canal Zone em- 
ployees retirement 449 482 497 Be) 


Alaska Railroad 
retirement .088 101 Li2 119 


Foreign service 








retirement 343 377 380 380 
Railroad retirement 20.0 24.2 40.0 55.0 
Totals $566.880 $681.050 $755.289 $939.810 





*The entry states that both interest and profits on investments are included. 


The unrealistic character of the federal trust fund is 
no better illustrated than by the idea that these funds 
can “‘earn’’ interest. Actually, they are permitted to grow 
at compound interest, for each year’s interest is incor- 
porated into the fund in determining the base for com- 
puting interest due in the succeeding year. 


It will be urged, of course, that the funds should receive 
interest because the cash which they represent was used 
by the government either in lieu of other borrowing (as 
in the case of a deficit), or to retire other debt on which 
interest was saved. This implies that those whose payments 
have built up the funds will in some manner be short- 
changed in the end if interest is not credited and 
compounded. 


In all this there is evidently a belief that the so-called 
“reserve” in the trust fund is a bona fide asset. Such 4 
belief is the perfect illusion. The special obligations held 
cannot even be sold directly in the market by the fund 
trustee. If and when any part of the supposed “‘assets’ 
are to be drawn upon, it will be necessary to print and 
sell ordinary negotiable government debt paper in_ the 
market and use the proceeds to take up the special 
obligations. This operation is in no way dependent upon, 
or limited by, the quantity of special obligations held. 


If the reserve is illusory as an asset, it is equally so 
as a measure of the government’s obligation to any given 
class of beneficiaries such as civil servants or veterans. 
These beneficiaries would not be deprived of furthe! 
benefits due them under contractual terms of retirement 
insurance merely because all of the alleged reserve had 
been drawn out. The one case in which this question 
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might arise is unemployment compensation where the 
jtates are the primary governmental agents. The whole 
»f the unemployment compensation fund is not likely to 
oe drawn out except in a period of prolonged, extensive 
unemployment, and it is doubtful if persons with benefit 
rights would then be compelled to suffer for lack of an 
adequate reserve. 


The practices now used in the budget treatment of 
iaterest on the public debt require clarification. It should 
be made plain to the taxpayers that the amount in the 
ordinary budget for this purpose is not all needed or 
used to cover the cash requirements for interest on the 
lebt. It should be made plain, as a corollary of the fore- 
zoing, that about one-quarter of the budgeted amount 
represents bookkeeping interest transactions only, from 
which there becomes available a large amount of cash 
if taxes are held at a level that will cover the budgeted 
expenditures including the interest item. 


Once these facts have been set forth, the basis is laid 
tor a choice of policies. One choice would be to abandon 
the present budget concept of interest and state it on a 
‘ash basis. This course would no doubt be unpopular 
because it would involve discontinuance of the book- 
keeping practices of accruing the discount on savings 
bonds and transferring additional special obligations into 
the trust funds to represent the computed interest thereon. 
This kind of objection would be essentially sentimental 
rather than logical but it would have a strong appeal. 
The alternative choice would be to continue the present 
practices but to emphasize the fact that they cause the 
emergence of a substantial hidden cash surplus that is 
available for debt retirement and that should be applied 
to that purpose. Reference to Table III will disclose that 
according to the budget estimates, this hidden surplus for 
debt retirement was estimated at $1,293 million for the 
tiscal year 1948 and $1,415 million for 1949. Here, for 
each of these years, is half or more than half of the 
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amount which the Congressional joint committee on the 
legislative budget decided was a reasonable sum to pay 
on the overall public debt. 


Conclusion 


When account is taken of the cash resources that are 
available for retiring marketable debt, it should be evident 
that there is less need to strive for a large budgetary 
surplus by holding tax rates at high levels than would 
be the case if there were no changes of a beneficial char- 
acter taking place in the internal composition of the debt. 
It is always pertinent to observe that the size of the 
budget surplus can be influenced even more significantly 
by reducing the spending than by keeping taxes high, 
for the reason that high taxes do not always and nec- 
essarily mean large revenues but rather the drying up of 
revenues. On the other hand, a penny saved is a penny 
earned for debt reduction. 


The destructive effects of the present taxes, even after 
the moderate cuts provided by the Act of 1948, are 
generally recognized and conceded. In view of the des- 
perate urgency of substantial tax reduction to provide 
for capital formation and to quicken the economic incen- 
tives, and in view of the marked progress being made 
in the retirement of marketable debt, it would appear to 
be sound policy to accept such retirement, though accom- 
plished by the rise of nonmarketable debt incident to 
the operation of a system of trust funds, as being in large 
measure a satisfactory fulfillment of the debt reduction 
goal. 


For the long run, after taxes have been revised to elim- 
inate excessive rates and to correct obvious inequalities, 
it will be proper to emphasize again the creation of larger 
budgetary surpluses for debt payment. For the present, 
tax reduction should have priority over large budget 
surpluses for debt reduction. 
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